Abstract: Previous research into consolidated financial reporting of multinational companies has focused on horizontal adjustments, adjustments at the headquarters level to comply with accounting standards of the country where a stock exchange listing is made, e.g. US GAAP, or IFRS. An equally, if not more, important issue is vertical adjustments made by foreign subsidiaries when information is transmitted to the headquarters for consolidation. This study surveys all Swedish multinational companies listed on the Stockholm Stock Exchange, firstly in the early 1990s and again some 10 years later to determine whether vertical adjustments were made as an indicator of compliance with Swedish accounting standards. The results indicate that while most Swedish multinational companies made vertical adjustments, the large number that did not indicates a potentially high degree of non-compliance with accounting standards. In all cases, though, the companies claimed they had complied and their auditors concurred.
Introduction
Companies' compliance with accounting standards has become a major issue, especially for multinational companies. Two major reasons are: recent accounting and reporting scandals involving non-compliance with standards in the USA and in Europe, often involving multinationals the requirement of the European Union (EU) for all publicly listed companies, most of which are multinationals, to comply with International Financial Reporting Standards (IFRS) 1 beginning in 2005 and the related issue of enforcement mechanisms to assure compliance with IFRS.
The issue is especially important considering the findings of Street and Gray (2002) and Street et al. (1999) that companies do not actually fully comply with IFRS, even though they say they do and auditors' concurred that the statements comply with IFRS. These two studies focused on what we call the horizontal adjustment issue, the adjustment and preparation of financial reports at the headquarters level. An equally significant compliance issue for multinational companies is what we call the vertical adjustment issue, adjustments made to local subsidiary financial reports to comply with the accounting standards of the parent company for consolidated financial reporting.
This study examines vertical adjustments, because the greatest opportunity for non-compliance is present at this level. In this study, we survey all companies on the Stockholm Stock Exchange that have international subsidiaries in the early 1990s and again some 10 years later, and examine their annual reports. The surveys determined whether the companies made vertical adjustments as an indication of compliance with Swedish accounting standards and the factors that affected decisions to make vertical adjustments. The lack of vertical adjustments per se does not prove non-compliance with accounting standards. Considering the nature of Swedish multinationals and their business, the lack of vertical adjustments is a strong indicator of non-compliance. In the next section, we develop the background about consolidation accounting, especially vertical adjustments, with a focus on Swedish   111  2  3  4  5  6  7  8  9  1011  1  2  3  4  5  6  7  8  9  2011  1  2  3  4  5  6  7  8  9  30  1  2  3  4  5  6  7  8  9  40  1  2  3  4  5  6  711  8 accounting standards. We then present the results. A final concluding discussion presents implications for continued research.
Consolidated financial reporting
Multinational corporations face accounting diversity among countries when they consolidate their financial reports, because subsidiaries in different countries are subject to differing accounting standards. When Swedish multinationals consolidate their financial reports, they must eliminate this diversity in order to present consolidated financial statements for the group as a whole in accordance with Swedish accounting principles. The question is whether subsidiaries adjust financial information presented to the parent company to conform with Swedish accounting standards before it is submitted to the headquarters -vertical adjustments. Failure to make vertical adjustments does not by itself prove non-compliance with Swedish accounting standards. It is always possible that there are no differences between local countries' accounting standards and those of the Swedish parent. Because of the nature of multinational business and the well-known differences among countries, though, it is highly unlikely that differences are not present. It is also possible that vertical adjustments would be immaterial. Again, because of the nature of multinational business activity and the well-known nature of the differences, failure to make adjustments on grounds of materiality is unlikely. The survey did assess materiality issues, however. This study, therefore, is based on the premise that a failure to make vertical adjustments is a strong indicator of non-compliance with Swedish accounting standards. By contrast, horizontal adjustments occur when a company adjusts its entire set of consolidated financial reports to comply with the accounting standards of another country, or with IFRS, as when a Swedish multinational presents information to the NY Stock Exchange in accordance with US generally accepted accounting standards (GAAP). Vertical and horizontal adjustments are illustrated in Figure 1 . A third type of subsidiary reporting, also shown in Figure 1 , is possible when a subsidiary reports to the parent company following the accounting standards of a foreign stock exchange, as for example when a US Subsidiary of a Swedish multinational reports to the parent following US GAAP for consolidated financial reports prepared for presentation in the USA. This third type of reporting is not considered further in this paper, but is a potential topic for future research.
Swedish companies were among the first to establish foreign subsidiaries and thus they have many years experience in dealing with accounting diversity among countries. Swedish multinationals are also experienced in producing financial reports for major foreign stock exchanges including the important New York and London Stock Exchanges.
At the time of the first survey in the early 1990s, Swedish financial reporting was governed by the accounting act of 1975. This act required consolidated financial reporting as a complement to parent company financial statements, with the consolidated amounts being all presented based on Swedish accounting regulations. Traditionally, Swedish financial reporting, including the accounting act of 1975, has closely followed income tax legislation. In 1989, the private-sector accounting standards setting board was created in Sweden. In 1990 During the mid-1990s, Swedish financial reporting underwent several changes. When Sweden joined the EU, it was required to adopt EU directives. In addition, changes were made to the Swedish accounting regulations and the standards-setting board issued several standards. These changes did not affect the basic requirement of consolidated financial reporting, but did move Swedish financial reporting away from legalistic tax-linked accounting to the 'true and fair view'. The changes also required use of IFRS. The legislation of the mid-1990s specifically emphasised the need for compliance with Swedish accounting standards when subsidiaries are consolidated:
"Group accounting should be carried out with uniform accounting principles. The starting point is that group accounting principles should be in conformity with the accounting principles used in the annual report of the parent company. The subsidiary reports that constitute the basis in the consolidated accounts could, if necessary, be adjusted to conform with the group accounting principles. In rare exceptions, when adjustments cannot be made, disclosure of the reasons for deviation from a standard must be disclosed in the report." RR 1:96, item 8, translated. This study deals with two main research questions:
Do Swedish groups make vertical adjustments to their locally prepared financial statements of subsidiaries in the consolidation process? As indicated above, failure to make such adjustments is a strong indicator of non-compliance with Swedish accounting standards and by implication non-compliance with IAS.
What factors determine the vertical adjustments when the foreign subsidiaries are consolidated into group accounts?
Research method and results
The primary research method was a mail survey 2 to all the companies on the Stockholm Stock Exchange that had foreign subsidiaries and themselves were not part of a consolidated group. This population comprised a large majority of the companies listed on the exchange. The mail survey was preceded by telephone calls to identify appropriate persons to respond to the survey and the willingness of the companies to respond. Follow-up telephone calls were made to obtain responses. Annual reports of the companies surveyed were also analysed to determine what comments and disclosures were made about consolidated financial reporting. The first survey was in the early 1990s over the period 1990 to 1992. Another survey was made some ten years later in the period 1999-2000 to determine if there was any change in the consolidation accounting practices of the companies. Because we are surveying populations, statistical tests of significance and inference are not appropriate.
Early 1990s survey
The first population surveyed had 95 companies, almost 70% of the firms on the Stockholm Stock Exchange. Responses were received from 68 companies, 72% of the population. Responses to the question of whether the company made adjustments are shown in Table 1 . A surprising response was that eight of the respondents, who were supposedly in the financial and accounting functions of their companies, did not know if their companies made vertical adjustments, were not familiar with the vertical adjustment process, or otherwise were unclear about their companies' activities. Therefore, the remainder of the analysis is for 60 usable responses.
Responses from companies making adjustments indicated that adjustments were made for such items as inventory valuation, work in progress for subsidiaries reporting on the percentage-of-completion method, provisions for bad debts, warranty provisions, pension liabilities and deferred income taxes. Reasons given for making adjustments include the requirement of the Swedish accounting standard and the consistency principle. The companies not making adjustments did not offer explanations. Only one company had a disclosure in its financial report, which said:
"During the consolidation of the subsidiaries into the X Group accounts, adjustments to the parent company accounting rules have been made."
In all cases, auditors concurred that the financial reports complied with Swedish accounting standards, even though adjustments were not made in several and companies seemingly did not comply with accounting standards for foreign currency translation (discussed shortly). Also, 53% of the companies reported that the auditors were the second most important influence on the decision to make adjustments. Therefore, the question arose as to whether there was an association between the specific auditing firm and the decision to make adjustments. We tabulated the auditing firms for each respondent and whether adjustments were made or not. The results are not shown here to avoid revealing the identity of the specific auditing firms. There was no apparent association between the specific auditing firm and the decision to make adjustments. Several possible factors that can affect companies' decisions to make adjustments were determined by a priori analysis and discussion with companies and accounting professionals in Sweden. These were included in the questionnaire. Some of the possible factors are discussed in the following.
Foreign currency translation
The original expectation was that the method of foreign currency translation would be related to the degree of integration of the foreign subsidiaries and that the degree of integration would be associated with the adjustment process. Among other reasons, if operations of a subsidiary are integrated, then the company would be motivated to make vertical adjustments for both internal and external accounting purposes. This notion, that vertical adjustments would be associated with foreign currency translation, was based on the expectation that companies would follow proper accounting standards for foreign currency translation. In Sweden, at that time, accounting requirements specified that the current rate method be used for independent subsidiaries while a version of the temporal method should be used for integrated subsidiaries. In this survey, 40 of the 68 companies responded that they had no integrated subsidiaries, a surprising result considering that sales subsidiaries are typically integrated. All 40 of these used the current rate method. The remaining 28 reported that they had one or more integrated subsidiaries. Yet 21 of these said they used the current rate method as well. In total, 90% reported use of the current rate method. Because improper foreign currency translation methods were apparently used, it was not possible to associate foreign currency translation with the vertical adjustment process.
Number of stock exchanges
Swedish multinationals are among the largest in the world. As a result, 16 companies in the population surveyed are listed on more than one stock exchange, usually London or one of the New York exchanges. We speculate that the additional listing(s) would motivate the companies to make adjustments, especially due to the long tradition of fairness and transparency in the Anglo-Saxon countries. The results in Table 2 confirm   111  2  3  4  5  6  7  8  9  1011  1  2  3  4  5  6  7  8  9  2011  1  2  3  4  5  6  7  8  9  30  1  2  3  4  5  6  7  8  9  40  1  2  3  4  5  6  711  8 our speculations, because a large majority of the companies listed on more than one exchange made vertical adjustments, while only a small majority of companies listed on only the Stockholm Stock Exchange made vertical adjustments. This result suggests that enforcement of compliance with accounting standards in Sweden was low and that companies are motivated to make adjustments primarily because of the stricter enforcement by regulators in the US and UK.
Industry group
Different types of industries have different types of transactions and different potential adjustment situations. We therefore analysed the adjustment activity by industry. The results shown in Table 3 confirm that there are substantial differences among industries. The large majority of manufacturing firms, which tend to be complex in their business activities, do make adjustments as would be expected. Consultancy companies, which are relatively simple in their business, tend not make adjustments and may not need to make adjustments. It is quite surprising that none of the paper and pulp companies made adjustments, although this is also a complex manufacturing activity that would seem to generate the need for adjustments. It is also surprising that four insurance, finance and investment companies did not make adjustments while seven of them did. 
Amount of foreign activity
Yet another factor that may influence a company to make adjustments is the amount of its foreign activity. For this survey, we used a composite of number of employees and sales revenue to categorise foreign activity as major (greater than 50%); medium (10-50%); and minor (less than 10%). The results, shown in Table 4 , show that virtually all of the companies with major amounts of foreign business do make adjustments, as well as a bare majority of the companies with medium amounts of foreign business. The majority of those companies with small shares of foreign business do not make adjustments, a fact that might be attributed to materiality. The eight with medium or major foreign business that do not make adjustments are likely candidates for non-compliance. Notes: * In the early 1990s survey -more than 50% of sales are foreign or more than 50% of employees are foreign; in the late 1990s-2000 survey -more than 50 foreign subsidiaries ** In the early 1990s survey -between 10 and 50% of sales are foreign or between 10 and 50% of employees are foreign; in the late 1990s-2000 survey -between 11 and 50 foreign subsidiaries *** In the early 1990s survey -less than 10% of sales are foreign or less than 10% of employees are foreign; in the late 1990s-2000 survey -less than 11 foreign subsidiaries One company did not respond to this item in the late 1990s-2000 survey
Late 1990s-2000 survey
The survey was repeated to the same population in 1999, extending into 2000. Some individual companies in the population had changed, but all had the same characteristics as the earlier survey, i.e. Swedish multinationals with foreign subsidiaries. The survey was conducted some 10 years later to determine if there was a significant change in the adjustment activity of the companies. Companies had at least three years of experience with the new Swedish accounting legislation that was based on the true and fair view. In addition to the questions in the original questionnaire, more open-ended questions were added to the survey based on feedback received. The population comprised 76 companies, 91% of the companies listed on the Stockholm Stock Exchange. Responses were received from 43 companies, a 57% response rate. As shown in Table 1 , 74% (31 companies) made vertical adjustments in order to conform to Swedish accounting standards. The types of adjustments made were essentially the same as those in the earlier survey, with the addition of adjustments for such items as amortisation of goodwill and other intangibles, write-down of assets and inflation accounting adjustments. In the latter survey, several companies commented on materiality being an issue in allowing some subsidiaries to deviate from Swedish accounting standards. As in the earlier survey, auditors concurred that the financial reports followed Swedish accounting standards, despite the fact that some companies did not make adjustments and (as discussed below) accounting procedures for foreign currency translation appear to be problematic. As in the earlier survey, the influence of the auditor was perceived as the second most important factor in adjustment decisions, but our analysis of the specific auditing firms (not reported here to avoid disclosing names) did not reveal a pattern for specific firms.
Disclosures
At the time of the latter survey, Swedish accounting standards explicitly stated that "financial reports should use the uniform accounting principles of the parent company. If the consolidated group cannot comply with the principles of the parent company then non-compliance should be reported separately" (RR 1:96, item 8, emphasis added). Notes: * Sales greater than 10 billion Swedish crowns or more than 10,000 employees ** Sales between 5 and 10 billion Swedish crowns or between 5000 and 10,000 employees *** Sales less than 5 billion Swedish crowns or less than 5000 employees A review of the annual reports of all 76 companies in the population showed the results reported in Table 6 . In the annual reports, the large majority of companies specifically stated that they did comply with accounting standards; none disclosed non-compliance with the standard that the uniform accounting principles of the parent company must be followed. A large majority made no disclosures of vertical adjustments. Yet, in the questionnaire survey, 11 companies stated they made no adjustments, a fact that should have been disclosed.
As in the earlier survey, we assessed various factors that may affect vertical adjustment activities of companies.
Foreign currency translation
Because of the experience in the earlier survey, in which most companies seemingly used an inappropriate translation method, we asked, directly, whether the method for foreign currency translation is important for making vertical adjustments. Only one company stated that the foreign currency translation method had some importance. Of the remaining 32 companies, three did not respond and 28 (88%) responded that the foreign currency translation method was unimportant. We also asked whether the vertical adjustments were made before translation (i.e. in local currency) or after translation (i.e. in Swedish crowns). The large majority, 85% (27 companies) made adjustments in local currency. Only three companies reported they made adjustments in Swedish crowns; two did not answer. The companies made local currency adjustments even though it has been established that making adjustments in local currency will distort financial information, especially in countries with high inflation (e.g. see Choi, 1987) . In the process of our analysis, we discovered that Eriksson (2001, p.19) surveyed the same population to determine the foreign currency translation method used. Again, a large majority, 82%, used the current rate method even though it was clearly inappropriate in two situations that involved high inflation countries and questionable in others. 
Industry group
As shown in Table 3 , the industry pattern of making adjustments is consistent with that of the earlier survey, although companies in some industries have shown a tendency to start making adjustments in the latter survey. Manufacturing companies, including paper and pulp, that did not make adjustments in the early 1990s, all now make adjustments. As earlier, consultancy companies tend not to make adjustments.
Amount of foreign activity
In the later survey, we changed the measurement of foreign activity to the number of foreign subsidiaries, based on feedback and analysis of earlier results. As shown in Table 4 , in all categories, the portion of companies making adjustments had increased slightly since the early 1990s. The number of companies not making adjustments is still fairly large in the medium and small categories.
likely. Moreover, although not the focus of the study, it became apparent that companies did not comply with prescribed accounting standards for foreign currency translation. These results indicate that vertical adjustments are indeed an appropriate area of research interest, because vertical adjustments, or lack thereof, present opportunities for non-compliance that might go undetected. The results also give a strong indication that enforcement activity in Sweden is low with respect to both the companies preparing the financial reports and their auditors. Companies that were listed on London and New York stock exchanges, in countries where enforcement activity is well developed, consistently made vertical adjustments. The failure to make vertical adjustments per se, as reported by corporate headquarters, is not a proof of non-compliance with accounting standards. As a minimum, though, the results point to the need for additional research that examines the vertical adjustment activity of the subsidiaries themselves.
The results of the study obviously cannot be generalised outside of Sweden for this time period. They do suggest, however, that enforcement mechanisms for financial reporting and compliance with accounting standards could be major issues for the EU when the uniform use of international accounting standards based on the true and fair view become mandatory for publicly listed companies in 2005. The need for additional research in this area is indicated.
